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Internal Revenue Service 

T33?mmPd”m 
FS:CORP:GBFleming 

date: Nty 4 1991 
to: District Counsel! Denver SW:DEN 

Attention: Virgmia Draper 

from: Assistant Chief Counsel (Field Service) CC:FS 

subject: ---------- ----- ----- ------ ------------- ---------- --- --------- --------  
------ --------- ----- --------------- ---- -------- 

This responds to your memorandum dated July 31, 1991, requesting tax litigation 
advice with respect to the above-captioned case. 

ISSUES 

1. Can the Service make a case that ---------  is not entitled to report the excess 
loss account under Treas. Reg. 8 1.1502----- --- --------- --------  but rather must recognize 
the recapture as ordinary income becaus-- ----- -- ---------------  was insolvent? 

2. Is the positi---- ----- --------- -- - ot entitled to take any of the losses,stemming 
from its acquisition of ----- -- ---------------  because it was acquired for the principal 
purpose of obtaining lo------ --------- -------- h to litigate the issue? 

3. Was ----- -- ---------------  able to avoid gain on the acquisition of the, building 
by the bank in ------  by making a section 338 election? 

4. If the case should go to litigation, can the corporate and TEFR4 partnership 
issues be combined in one case, given that all partners in the TEFRA partnership action 
are parties to the suit? 

DISCUSSION 

The extensive facts involved in this case, as set forth in the defense letters and 
the government’s brief (Attachments l-5 to your memorandum), are incorporated by 
reference and will not be recited in full. The facts relevant to your request will be 
described briefly under the discussion of each issue. 

I. Excess Loss Account 

This issue concerns the character of the income that ------- s included under 
Treas. Reg. 8 1.1502-19 from the excess loss ,account @LA- ------ respect to the stock 
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of ----- -- --------------- . I’ The general rule under Treas. Reg. 8 1.1502-19(a)(2)(i) is that 
the amount of the ELA is treated as gain from the sale of stock, which in most cases is 
capital gain. An exception to this general rule, however, is provided in Treas. Reg. 
8 l-1502-19(a)(2)(ii) if the subsidiary the stock of which is disposed of is insolvent at 
the time of the disposition. In such a case, the income from the ELA is treated as 
or-------- -------- e fo rhe extent of&e subsidiary’s in-------- cy. y T------ --- the instant case, 
if ----- -- -------  was insolvent at the time -- ---- ----- ------- s group, ---------  must treat the 
ELA as ordinary income to the extent of ----- -- --------- -- solven---- 

According to the information that ----- ------- ----- ided, ---------  reported the ELA 
o-- ----- -------- -- r its taxable year ending ------ ---- ------ , in th-- ------- nt of 
$----------------- 0, treating that entire ---------- --- --------- - ain. We understand that ---------  
a-------- --- ----  ELA by starting with ----- -- ---------- -------- l account of approxima----- 
$------ --------  and subtracting ------------------- ------ --------- for partne------- --- duction-- 
---------- ble to the --------  after ------------ --- ----- 6, the date on whic-- --------- ------ --- ----- 
-- -------  stock to --------- . As a re----- --- ----  partnership audit of ----- -- ---------------- -- e 
Service disallowed approximately $---- --------  of p--------- hip dedu-------- -------- --- --------- . 
Y---- ------- -- dicated that for purposes of settlemen- ---------  will agree to a red-------- --- 
------ -------- , which would reduce the amount of t---- ------ to approximately $-----  
-------- . I’ 

You have asked us to give advice on whether ----- -- -------  was insolvent. The 
relevant time for determining insolvency for purpose-- --- ---- ------ is t---- ------ ---- -- hich 
the ELA is ---------- d In this case, the ELA was triggered when the ----- -- -------  stock 
was sold to --------- . 

We have re--------- ------ you a computation c-------------- ----- -- ------- % insolvency, 
which begins with ----- -- ------- ‘s capital account in ----- -- ---------------- -----  makes 
several adjustmen--- ---------- --- - nive at an “adjusted --------------- --- --- proximately $----- 

?’ ---------- --------  o-------- ----------- r-- ------- ------ ----- percenl of the stock of ----- -- -------- U 
of t---- -------  of ------- to ---------- ------- ----- -- -------- ceased to be a member of t---- --------- 

n ---------  sale 
--- ns0 ~dat---- ------ p, PO 

----- --------- was required --- --------- -- e--- -- ----------- 9(s)(l) to include in income --------- -- LA with respect to 
----- -- -------  

y The iasolvency exception to capital gains treatment of (he ELA does not apply to the extent that the 
taxpayer can establish that the ordinary income portion of the ELA is attributable to losses of the subsidiary 
which reduced long term capital gains of the consolidated group (without regar-- --- --- ction 1201). Treas. Reg. 
9 1.1502-19(s)(ii)(c). ----- assume that oone of the partoership losses taken by --------- reduced the long term 
capital gains of the --------- group. 

y The ELA could ---- --------- ----------- if the Service prevails, or if --------- were to agree to sale down the 
deductions it twk from ----- -- ---------------- based oo other potential arg---------- suc-- --- ----- --- ction 269 issue or 
the ------------- ------- --- cu------- --------- -------------  he IRS ----- ------- --- solvency o- ------ ---------- my scaledown of 
tix ----- -- ---------------- losses deducted by --------- from $------ --------- down to $----- --------- ----  have the net 
effect of converting ordinary deductions to capital losses. [Note that P triggered ------ ------ uces ordi-----  
---------- only to the extent of the subsidiary-- --------- ncy, which in this case appears to be beh------- ------ and $-- 
----------  To illustrate: if --- ---------- al $-- --------- --- partnership de------------ were denied to ----------  its ELA 
would also be reduced by $-- ---------- Hence, --------- would have $-- --------- less in ca ital g------ --- en the ELA 
is triggered. The net -------- --- --------- would b-- ----- -  would los-- ---- --------- dollars o P ordmary deductions and 
receive, in effect, P $-- --------- --------- loss (i.e., it would have $-- --------- --- s in capital gains). 
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-------- . We und-------- d this computation was prepared by --------- ---- ------- ment 
purposes and that ------- s is willing to agree to an insolven--- --- ------ --------  as part of a 
settlement. 

The question of ----- -- ------- ‘s insolvency is a factual, economic determination 
involving a compariso-- --- --- ------- ies (as described in T------- ------- 8 1.1502---------- )) 
against the fair market value of its assets. Whether the $----- --------- figure in ---------  
calculation approximates the figure that would be produced if liabilities were s--------- ed 
from ------- s is a question we cannot answer w-------- ----- e facts. However, it appears 
that ------- s is willing to concede the higher $----- --------  insolvency amount. 

If you do not believe that a co--------- on of assets and liabilities would --------- arily 
show a greater (or lesser) figure than ---------  has agreed to concede, perhaps ---------  
concession on this issue should be ac--------- . If you do obtain the asset and li-------- 
figures necessary to make the insolvency calculation, we will be glad to give you our 
comments on what the level of insolvency is. Furthermore, if we can be of any 
assistance to you in working with taxpayer to develop the assets and liabilities data, 
should you choose to pursue this, we will be glad to help. 

II. Section 269 Issue 

You propose to assert that section 269 prec------- --------- ------  using ----- -- 
------- ‘s allocable sha--- --- -- e losses generated by ----- -- ------------- p. You ---------- -----  
----- --- quisition b the ---------  consolidated group o- --------- --- ----- -- ock of ----- -- -------  
was principally or th-- ------- se of obtaining the ab----- --- rtnership deducti----- ----- ----- r 
no other ------------- -- fect. That is, --- ------  as the ------- s group used up the losses, it 
sold the ----- -- -------- -- ock back to ---------  for nomin--- ----------- ation, pursuant to prior 
agreement. Th-- --------- -- oup, in effect, paid about $----- --------- for the use of 
approximately $---- --------  of partnership deductions. ------- s claims that it had a 
business purp----- ------------ -- -----  a contractor working ---- ----- construction of the building 
being built by ------- ---------------- - nd entered into this deal to suppo-- --- -------- uction 
business. In other words, ---------  contends that its contribution of $----- --------- to the 
partnership constructing the building prevented termination of the building project a----  
in turn, pro---------  ts business interests as a major contractor on the project. The $----- 
million that ------- s contributed, how------- ------ -- payment for using the partnership 
deductions --- ---- uiring the stock of ----- -- ------ . 

You have asked us whether this section 269 argument can be maintained, 
especially in light of Technical Advice Memorandum (TAM) 9134003 (May 6, 1991). 
The TAM states, in part, that one factor establishing that section 269 does not apply in 
that case is the determination that the acquisition of a partnership interest could just as 
easily have yi--------  he same desired tax benefits as the acquisition of control of a 
corporation. ------- s argues that this TAM supports the nonapplicability of sectio-- ----- 
--- --- s case b-------- e it could have obtained the sam-- ---- ----------- -- --- tained from ----- -- 
-------  by acquiring instead a partnership interest in ----- -- --------------- . 

We have a number of comments on th-- ------- . First, we recommend that you 
consider making a non-section 269 attack on --------- ’ use of the partnership deductions. 
In J.D. & A.B. Spreckels Co. v. Commissio----- ---- -- TA 370 (1940), the Board of Tax 
Appeals held that a corporation was not a member of an affiliated group because the 
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taxpayer’s ownership of the corporation’s stock did not serve a business purpose, as 
distinguished from a tax-reducing purpose. We suggest that you determine whether the 
facts in the instant case are sufficiently close to those in Spre------- --  come within the 
rationale of that case, which if applicable would preclude the ------- s group from using 
the partnership deductions. 

Second, we believe an argument can be made under section 269 even if --------- 
----- - emonstrate that an acquisition of a partnership interest instead o- --------- --- ----- -- 
-------- would have given it the same tax benefits as its acquisition of ----- -- -------- 
------- s can point out that section 269 requires that control of a corpo-------- ------- ----- -- 
--------  be acquired and that acquisition of control be for the principal purpose of 
------ ning tax benefits that it would rwt have obtained without obtai------ ----- ---- trol. It 
may then argue that it did not obtain any tax benefit via control of ----- -- -------  that it 
-------- ---- - ave obtained through acquisition of a partnership intere--- --- ----- -- 
------------- p. In other words, ------- s’ argument is that since it could ha---- ---- ained the 
-------- ---- --- nefits if it had ac--------- a partnership interest, its acquisition of control of 
----- -- -------  could not have been for a principal purpose of securing a tax benefit that it 
-------- ---- -- herwise have obtained. ---------  relies on TAM 9134003, discussed above, to 
support its argument that section 26-- -- ----  applicable in this case. 

We believe the following arguments can be made under the language of section 
269. First, depending on the facts, we could argue that practical difficulties would have 
made it impossible to utilize a partnership to obtain the same tax benefits. We do not 
have sufficient facts to determine the correctness of taxpayer’s assertion that it could 
have obta------ ----- ----- e tax benefits by acquiring a partnership interest rather than 
control of ----- -- ------ . You may wish to request that taxpayer provide the details and 
supportin-- ------- --- --- tify its assertion. If you need our assistance in dealing with 
taxpayer on this matter, we will be glad to help. Once you have obtained these details, 
we would also be happy to give you our comments on taxpayer’s assertion at that time. 

Second, we can also argue that a principal purpose of --------- ’ acquisition of the 
stock of ----- -- -------  was to obtain deductions that it did not -------- usly have. Since it 
acquired --------- --- ----- -- -------  in order to get tax benefits that it did not previously 
have, it comes with--- ----- -------- of section 269. Even if ------- s could have obtained 
those same deductions by structuring a transaction that w------ - ot have met the trigger 
events of section 269, it did not do so. The TAM can be distinguished since the 
transaction there had a valid business purpose and was not abusive. For that reason, the 
fact that the taxpayer in the TAM could have accomplished the transaction without 
implicating the section 269 trigger events could be accorded greater significance in the 
TAM than in the ------- s transaction. In contrast, the transaction in ------- s would be 
devoid of econo----- ---- stance in any event, irrespective of whether ---------  acquired 
control of the stock of ----- -- -------  or direct ownership of an intere--- --- ----- -- 
------------- p, since --------- ---- ---- -- and to receive any economic benefit fr---- ---  
-------------- of ----- -- ------ . 

For similar reasons, we believe that the Action on Decision (AOD) acquiescing 
in Cromwell Corp. v. Commissioner! 43 T.C. 313 (1964), is also distinguishable. In 
Cromwell, the Service denied the privilege of filing a consolidated return based on 
section 269, arguing that the formation of Cromwell and its subsequent acquisition of an 
operating company were for the principal gurpose of securing a tax benefit which could 
not otherwise have been obtained. The benefit at issue was the exclusion of a dividend 
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from the operating company to Cromwell, which Cromwell then used to pay off a bank 
loan obtained to purchase the operating company. In effect, the dividend exclusion 
within the consolidated group allowed Cromwell to use the operating company’s assets 
to finance the acquisition. Finding that the same benefit could have been obtained by 
using alternative methods, the Tax Court held that section 269 was inapplicable. In 
recommending acquiescence, the Cromwell AOD states that “the issue is in part factual 

and the Court’s application of the narrow statutory phrase involved is reasonable.” 
(A copy of the AOD is attached.) 

Although not expressly noted in the AOD, the Tax Court observed that “the 
basic purpose of section is to prevent the distortion of a taxpayer’s net income” and that 
there was no distortion of income in this case. 43 T.C. at 320. The court further 
distinguished the transaction in Cromwell from “the usual section 269 situation where a 
taxpayer is attempting to secure the benefit of built-in tax advantages, typically a net 
operating loss carryover, by combining two corporations via an acquisition.” Id. Thus, 
as in the TAM, there was not the abuse that exists in the instant case. 

Insofar as ------- s’ argument that support of its construction business provides 
sufficient busine--- ------- se to preclude app------- n of section 269, we believe that in a 
situation where the buyer of stock, such as ------- s, cannot under any circumstances 
directly profit from its investment in the ac--------  stock due to an agreement to resell 
that stock for nominal value, the fact that the purchaser may obtain an indirect benefit 
(such as support of its construction bus-------- --- - ddition to a huge tax benefit for which 
it made a tax benefit payment of over $-- --------- does not preclude application of 
section 269. 

Ill. ----- -- ---------- --- x Consequences on Foreclosure of the 
------- ---------------  Business 

----- -- -------  did not report any income on its final return even though the ----- -- 
------------- p’s building was transferred to creditors. You believe that may hav-- ------  
------- ect and could have a bearing on t---- ----- e of ----- --- gree of insolve----- --- ----- -- 
-------  at the time its stock was sold by ------- s to --------- , triggering the ---------  ELA. 

You have asked if we have any comments on this matter. We do not have 
sufficient facts to be ------ --- provide ----- -- eaningful comments. However, you may 
wish to request from ------- s and/or ---------  -- ----------- --- mputation plus supporting facts 
showing whether and --- --- a- --------- -- ------ ----- -- -------  had any reportable income 
generated by the transfer by ------- ---------------- --- --- ------ ing to creditors. Matters that 
could be relevant to this com----------- ----- 

1) What were the original contributions to ------- --------------- ? 

2) What later events affected ------ ’s basis in the building or its amount realized 
at the time of the transfer of the building to creditors? 

3) What was --------- ’s basis in its partnership interest in ------- ---------------- 
originally and up to t---- ------ it transferred its partnership interes- --- ----- -- ------------- p? 
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4) What was ----- -- ------------- p’s basis in the ------- ------------- p originally and 
what later events affe------ ----- ------- ---- to the time of ----- ---------- --- ----  building to 
creditors? 

5) What was ----- -- ------- ? basis in its ----- -- ------------- p interest initially?~ 

6) Did --------- ’ acquisition --- ----- -- -------  qualify under section 33-- ------ if so, 
------- ------  he s-------- ----- ----- s of ----- -- ---------- - artnership interest in the ----- -- 
------------- p (i.e., ----- -- ------- ‘s o---- ---------- 

--- What other adjustments should be made to ----- -- ------- ‘s basis in its ----- -- 
------------- p interest up until the date the building was transferred to creditors? 

If you decide to d---------  he ------- --- ncerning the above, we would be willing to 
assist you in dealing with ---------  or ---------  in connection with the devel---------- --- -- ese 
facts. We would also be --------- to comment on the tax consequences to ----- -- -------- 
once the facts have been developed. 

IV. Litigation of the Corporate and TEFRA Partnership Issues 

You have asked whether (non-TEFRA) corporate issues and TEFRA partnership 
issues can be “combined” in one proceeding for litigation purposes. 

Tw-- ------------ -- chnical advice memoranda for this case (dated ------------ ---- 
------ , and ------ --- ----- 1) addressed whether certain issues could be rai----- --- ----- --- FRA 
partnershi-- --------------  and concluded that they could not because they were not 
partnership items. However, those technical advice memoranda did not address whether 
a TEFRA partnership proceeding and a non-TEFRA proceeding can be consolidated for 
litigation purposes. We have concluded that in the situation where two notices (the 
FPAA and the protective position statutory notice) have been petitioned and the Court 
has valid jurisdiction over each issue in the proceedings, then such proceedings can be 
combined for purposes of litigation. It is unclear, however, from the incoming request 
whether a complaint has been filed for the non-TEFRA issues in the instant case. 

The underlying suit here is a petition from an FPAA a---- ------ ------ --- -- e District 
of Colorado pursuant to I.R.C- -- --- 26(a)(2) on behalf of the ----- -- --------------- . 
------------------- ----  IRS issued --------- , the parent corporation o- ----- --- ----- ------ ers in 
----- -- ------------- p, a protecti---- ------------ -------- -- aking adjustments to nonpartnership 
-------- ------ ------ e was dated -------------- ---- ------ . It is our understanding based upon 
prior discussions with 
not raise- the section 

our off---- ----- ----- ---------- y notice was defaulted. The notice did 
2 & 9 issue, which was the central subject of the two previous 

technical advice memoranda. The following analysis assumes that it is unde--------   hat 
the District Court could have jurisdiction over the “corporate issues” only if ---------  had 
defaulted the petition, paid the deficiency, filed a claim for refund, had the c------ - enied 
or unanswered for six months, and then tiled suit for refund. Your memorandum does 
not indicate whether any of these basic jurisdictional facts have been satisfied. 

As stated in the earlier technical advice memoranda, only partnership.items can 
be addressed in a partnership proceeding.~ -The court’s jurisdiction to determme 
partnership adjustments derives from sectmn 6226, while the court’s jurisdiction for 
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determining non-TEFBA adjustments falls under the subchapter B procedures. Thus, 
TEFBA partnership issues and non-TEFBA corporate issues cannot be combmed based 
solely upon the filmg of the petition from the notice of FPAA and a defaulted statutory 
notice. 

Your incoming request suggests that our conclusion regarding whether non- 
TEFRA issues can be raised in a TEFRA proceeding may be different if we consider 
the fact that all the partners in the TEFRA proceeding are parties to the suit. That fact 
has no impact on our conclusion. The issue here is whether the court has jurisdiction 
over non-TEFRA issues in a TEFBA proceeding based upon a notice of FPAA. The 
fact that the parties to the partnership proceeding would be the same parties in the non- 
TEFRA proceeding does not bestow jurisdiction upon the court for the non-TEFRA 
issues. If the only complaint filed is based upon the notice of FPAA, the court has 
jurisdiction only over the partnership items and does not have jurisdiction over the 
nonpartnership items. 

On the other hand, if two separate complaints have been tiled -- one based upon ’ 
a denial of a claim for refund and the other based upon the notice of FPAA -- the court 
validly has jurisdiction over all of the issues in these separate respective proceedings. 
Because the court has jurisdiction over each, we see no reason why the two separate 
proceedings could not be combined for purposes of litigation (Le., trial), particularly 
since the same parties are involved and the issues arise from the same facts and 
transactions. 

----- ed upon facts in the earlier technical advice memoranda, it does not appear 
----- ------- s has petitioned the court from the protective position statutory notice. If 
--------- -----  petitioned, then no consolidation could take place because this petition would 
------- - een in the Tax Court. 

If a complaint has been tiled or is later filed in the District Court, then 
consolidation may be possible for the issues raised in that notice. However, it is 
unlikely that consolidation could occur for the section 269 issue. Since that issue is an 
affected item, the partnership proceeding probably must be completed before it can be 
litigated. Furthermore, the issue is not before the court even if a complaint based upon 
the defaulted statutory notice has been tiled because the section 269 issue was not raised 
in that notice and no tax on this issue can possibly have been paid yet, much less 
refunded. 

We want to emphasize that it is the fact that valid petitions have been filed for 
the TEFBA and non-TEFRA issues which allows for the consolidation, and not the fact 
that all the partners in the TEFBA proceeding are parties to the suit. In the previous 
technical advice memoranda for this case, we looked at the possibility of raising non- 
TEFRA issues in a TEFRA partnership proceeding, not at consolidahng two proceedings 
where the court has jurisdiction over the issues. The Tax Court has held that 
partnership items and nonpartnership, or affected, items cannot be raised in the same 
proceeding. See Trost v. Commissioner, 95 T.C. 560 (1990); N.C.F. Energy v. 
Commissioner, 89 T.C. 741 (1987); ManveIl v. Commissioner, 87 T.C. 783 (1986); 
Fads v. Commissioner, T.C. Memo. 1986-567. However, these cases have involved 
the situation where only one notice, either an FPAA or a statutory notice, was issued 
and petitioned. They do not involve the situation where an FPAA and statutory notice 
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were issued and both petitioned, and taxpayers were attempting to consolidate for 
purposes of trial. 

If you have any further questions, please call Gerald Fleming at FIX 566-3335 
concerning issues I through III, or Marsha Keyes at FR3 566-4174 concerning issue IV. 

DANIEL I. WILES 

Field Service Division 

Attachment: 
Cromwell AOD 

This document may include confidential information 
subject to the attorney-client and deliberative 
process privileges, and may also have been prepared 
in anticipation of litigation. This document should 
not be disclosed to anyone outside the IRS, including 
the taxpayer(s) involved, and its use within the IRS 
should be limited to those with a need to review the 
document in relation to the subject matter or case 
discussed herein. 

This document also is tax information of the instant 
taxpayer which is subject to I.R.C. § 6103. 


